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Direct Testimony of David P. Stephenson 

1 Q 1 

2 A 1 

3 

Please state your name, business address and telephone number. 

My name is David P. Stephenson. My business address is 880 Kuhn Drive, Chula Vista, 

California 91914. My telephone number is (619) 656-2400. 

4 Q 2 

5 A 2 

6 

7 

8 

9 

10 

By whom are you employed and in what capacity? 

I am employed by American Water Works Service Company, Inc. (“Service Company”) 

as the Director of Rates and Revenues for the Western Region of American Water Works 

Company, Inc. (“AWW’). The Western Region is comprised of water and wastewater 

utilities located in Arizona, California, Hawaii and New Mexico, including Arizona- 

American Water Company (“Az-Am”) (formerly Paradise Valley Water Company). I 

am also an Assistant Treasurer for Az-Am. 

11 Q 3 

12 A 3 

13 

14 

15 Hawaii and New Mexico. 

Please summarize your responsibilities as the Director of Rates and Revenues. 

I am responsible for all rate applications and similar filings and various written and face- 

to-face communications related to rates and charges for utility service with the public 

utility commissions that regulate AWW’s operating utilities in Arizona, California, 

16 Q 4 Describe your educational background. 

17 A 4 

18 

I received a Bachelor of Science in Business Administration, with an emphasis in 

Accounting, from San Diego State University in 1977. 

19 Q 5 Have you had any other formal training? 

20 A 5 

21 

22 

Yes, I have attended many seminars on various aspects of the water industry and rate 

applications, including the National Association of Regulatory Utility Commissioners 

(“NARUC”) biannual Utility Rate Seminar. 

PHXMJAMES/1046482. U73244.02 1 -1- 
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Q 6  

A 6  

Q 7  

A 7  

Q 8  

A 8  

Q 9  

A 9  

Please describe your professional experience. 

I have been employed by the American Water System since 1978. The various positions 

I have held within the American Water System are: Accountant - 1978; Accounting 

Superintendent for the Los Angeles Region - 1981; Assistant Director of Accounting for 

the operating utilities in the Western Region - 1983; Assistant Director of Rates and 

Revenues for the operating utilities in the Western Region - 1984; and Director of Rates 

and Revenues for the operating utilities in the Western Region since 1986. 

Have you had any other professional experience? 

Yes, I served on the Accounting Committee of the California Water Association and have 

been an instructor at the NARUC biannual Utility Rate Seminar on eight occasions. 

Have you previously testified before utility regulatory commissions? 

Yes, I have testified before the Arizona Corporation Commission (the “Commission”) in 

rate proceedings for Az-Am, the California Public Utilities Commission on many 

occasions in rate proceedings for California-American Water Company and the New 

Mexico Public Regulation Commission in rate proceedings for New Mexico-American 

Water Company. 

Please define the terms that you intend to use in this testimony as they relate to Az-Am’s 

purchase of the water and wastewater assets of Citizens Utilities Company and its 

subsidiaries located within Arizona. 

The defined terms that I will use in my testimony are as follows: 

1. Citizens Utilities Company is referred to as “Citizens.” 

2. The various water and wastewater subsidiaries and operating divisions 

Arizona are referred to as “Citizens AZ.” 

f Citizen in 

PHX/NJAMES/1046482.1/73244.02 1 
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3. The asset side of Citizens’ balance sheet, including all utility plant and related items, 

non-utility plant, current assets, deferred assets and rights under Citizens’ certificates 

of public convenience and necessity being acquired by A m ’ s  operating 

subsidiaries, is referred to as the “Acquired Assets.” 

4. The Acquired Assets in Arizona are referred to as the “AZ Acquired Assets.” 

5. The gross water and wastewater utility plant used by Citizens in the operation of its 

water and wastewater utilities in all six states is referred to as “Citizens Gross Plant.” 

6.  The gross water utility plant used by Citizens AZ in the business of storing, 

supplying, distributing and selling water and in the business of providing wastewater 

collection, treatment and disposal to the public is referred to as “AZ Gross Plant.” 

Q 10 Briefly describe the transaction that is the subject of this Application. 

A 10. Under the terms of the Asset Purchase Agreement, dated as of October 15, 1999, Az-Am 

has agreed to purchase the AZ Acquired Assets. The Joint Application to which this 

testimony is attached seeks Commission approval of the transfer of the AZ Acquired 

Assets to Az-Am, authorization for Az-Am to engage in and carry on the water and 

wastewater utility business and to provide service to the customers of Citizens AZ, and 

for Citizens AZ to withdraw from the water and wastewater utility business in Arizona. 

In addition, Az-Am is seeking an accounting order relating to the transaction, as 

explained below. Similar Asset Purchase Agreements have been executed relating to the 

Acquired Assets of Citizens with Az-Am sister entities in the five other states in which 

Citizens provides water and wastewater utility service. 

Q 1 1. What is your general assignment in connection with the Joint Application? 

A 1 1. My general assignment is to sponsor the Joint Application and all of the supporting 

exhibits. I am responsible for supporting the method of allocation of the total purchase 

PHX/NJAMES/1046482. U73244.021 
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price for all of the Acquired Assets to each of the AWW operating utilities in the six 

states involved and the methodology that will be used to account for the difference 

between the purchase price paid by Az-Am for the AZ Acquired Assets and the book 

value of the AZ Acquired Assets. In addition, I will briefly discuss the preliminary 

synergy analysis that has been performed in connection with the transaction. Mr. Joseph 

F. Hartnett, Treasurer of AWW, and Mr. Daniel L. Kelleher, Senior Vice President of the 

Service Company, have also provided direct testimony. Mr. Hartnett’s testimony 

discusses the background and negotiations leading up to the acquisition of the Acquired 

Assets fi-om AWW’s perspective. Mr. Kelleher provides testimony describing the 

reasons for the acquisition from AWW’s perspective as well as the trends in the water 

industry that have led AWW to pursue the acquisition of other water systems. 

Q 12 Please state the purchase price that AWW agreed to pay for the Acquired Assets. 

A 12 AWW agreed to pay a total of $835,000,000 for all of the Acquired Assets in the six 

states, including Arizona. The negotiations that resulted in this purchase price are 

discussed in Mr. Hartnett’s testimony. 

Q 13 

A 13 

How was the total purchase price determined for each of the six states? 

The purchase price was determined for each of the states based on the portion of the 

Citizens Gross Plant in that state. 

Q 14 Why was this method chosen? 

A 14 This method was chosen because the Gross Plant represents Citizens’ plant and property 

dedicated to the provision of water and wastewater utility service in each state. 

Determining the total purchase price by state on the basis of the Gross Plant used for the 

provision of utility service in that state is a fair and reasonable methodology. It provides 

PHXhJJAMES11046482. U73244.021 
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a realistic and rational basis for allocating the appropriate portion of the total purchase 

price to the utility operations in each state. 

Using this methodology, what is the calculated purchase price for the AZ Acquired 

Assets? 

Citizens AZ had an AZ Gross Plant balance of $167.15 million (M) as of June 30, 1999. 

Citizens had a Gross Plant balance in the six states of $603.38M as of June 30, 1999. 

Therefore, the Arizona property is 27.70% of the total. Multiplying the purchase price of 

$835M by 27.70% results in a purchase price of $23 1.3 1M for Az-Am. 

Does the purchase price for the AZ Acquired Assets exceed the AZ Acquired Asset 

balance as of June 30,1999? 

Yes. The AZ Acquired Asset balance was $160.2M, based on the June 30, 1999 balance 

sheet for Citizens AZ. The difference between the purchase price and the AZ Acquired 

Asset balance will change somewhat based on a final agreement between the parties on 

the Statement of Net Assets. 

Will the purchase price of the AZ Acquired Assets be adjusted at the time all approvals 

have been received? 

Yes, the actual, final purchase price will be determined based upon the AZ Acquired 

Asset purchase price of $23 1.3M, plus any additions and less any retirements after June 

30, 1999. 

How will Az-Am account for the difference between the purchase price and the AZ 

Acquired Asset balance for regulatory purposes? 

PHX/NJAMES/1046482.1/73244.021 
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A1 8 The difference will be recorded as an acquisition adjustment in accordance with the 

Uniform System of Accounts. The ratemaking treatment of the acquisition adjustment 

and the related amortization would be determined in Az-Am’s next general rate 

proceeding. Az-Am is not requesting that treatment for ratemaking purposes be 

determined at this time. However, Az-Am does seek an accounting order in regard to the 

amortization period and methodology to be used. 

Q 19 

A 19 Forty years. 

What is the amortization period that Az-Am proposes to use? 

Q 20 What method of amortization is Az-Am proposing to use? 

A 20 Az-Am proposes to use a mortgage amortization method, which uses the same 

amortization principle as home mortgages. Under this method, Az-Am would recover 

only a small portion of the acquisition adjustment in the initial years and recover 

increasingly greater amounts in the later years. The annual amortization increases each 

year. The proposed amortization of the acquisition adjustment balance is shown on page 

4 of the schedule attached to this testimony at Tab 1. 

Q 2 1 

A 21 

What is the normal method of recovery for utility assets? 

The normal method, known as a straight-line method of recovery, involves equal or level 

recovery in each year of the asset’s life. 

Q 22 Why are you proposing the mortgage method rather than the straight-line method? 

A 22 Although there are several reasons for this proposal, there is one significant reason that I 

will address. The mortgage method levels the annual recovery of principal and carrying 

costs. The mortgage method does not front-end load the revenue requirement as do 

straight-line recovery methods. Also, level annual principal and carrying cost recovery 

-6- 
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will provide an easier measurement against which to compare the synergy savings to the 

revenue requirement relating to the acquisition adjustment. 

423 What should the Commission authorize in this proceeding in regard to an acquisition 

adjustment? 

Az-Am requests that the Commission authorize a 40-year amortization period and use of 

a mortgage amortization method, as discussed previously. Az-Am also requests that the 

Commission defer determination of the ratemaking treatment of the acquisition 

adjustment and related amortization until a general rate proceeding, at which time we will 

have a final purchase price and other financial information available, as well as detailed 

data and information available on the savings and benefits that are expected to accrue to 

ratepayers. This data and information will be provided to the Commission as part of the 

rate application. 

A23 

Q 24 Has Az-Am attempted to perform an analysis of the savings likely to result from the 

acquisition of the AZ Acquired Assets? 

A 24 Yes. This preliminary analysis, which I will refer to as the “Synergy Analysis,” is based 

upon the post-consolidation, combined Az-Am entity that will exist after Az-Am’s 

acquisition of the AZ Acquired Assets. A summary of the Synergy Analysis is attached 

at Tab 1. 

Q 25 

A 25 

Please summarize the methodology used to develop the Synergy Analysis. 

The Synergy Analysis is based on an objective quantification of savings related to 

reductions in employee positions and related benefits, reductions in duplicative expenses, 

avoidance of expenses, cost of capital reductions, savings in material costs, use of 

existing employees and equipment to replace purchased services, and historical and future 

PHX/NJAMES/1046482.1/73244.021 
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trend reductions. The expenses of each company (Az-Am and Citizens AZ ) were 

analyzed for possible savings. A summary of the synergy savings is found on pages 2 and 

3 of the summary attached at Tab 1.  However, the synergy savings would still exceed the 

revenue requirement relating to acquisition adjustment. 

426 

A26 

What is Az-Am’s current estimate of the synergy savings resulting from the transaction? 

At this time, we estimate total synergy savings of approximately $960M over a 40-year 

period. Subject to Commission approval in a subsequent rate proceeding, the synergy 

savings would be offset by recovery of the acquisition adjustment over the same 40-year 

period. Assuming that the acquisition adjustment is $71. lM, based on Citizens AZ’s 

balance sheet as of June 30, 1999 and assuming that there is no adjustment to the 

purchase price, synergy savings would exceed the revenue requirement relating to the 

acquisition adjustment by about $71 8M over the 40-year period or by a net present value 

of approximately $90M, as shown on page 4 of the summary. 

Q 27 

A 27 

Is the Synergy Analysis complete? 

No, it is a work in progress based on the latest information now available to us. The 

synergy savings that have been provided to the Commission as part of this Joint 

Application are Az-Am’s best estimates of such savings at this time. The intent of the 

Synergy Analysis is to provide the Commission with supportable evidence that the 

customers will in fact benefit from this transaction. Az-Am recognizes, and the Joint 

Application reflects, that actual synergy savings can be fully developed and quantified 

only after the transaction closes and Az-Am is able to fully integrate the AZ Acquired 

Assets into Az-Am and, more generally, the American Water System. The Synergy 

Analysis will be more refined and the results more quantifiable by the time Az-Am files a 

rate proceeding for the combined Az-Am entity. 

PHWNJAMES/l046482.1/73244.021 
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Q 28 

A 28 

Will the synergies you have estimated in connection with the Joint Application change? 

Yes, they are only forecasts and there certainly will be deviations from the synergies 

estimated in the attached schedule. For example, some years may produce greater 

savings from synergies than we presently forecast, while other years may produce less. 

However, on a cumulative basis we are confident that the full projected synergy savings 

will be realized. It necessarily will take time to realize the full savings potential. It will 

take time to achieve full integration and to fully understand how integration will affect 

operations. Until the consolidation of the companies is complete and an interim period of 

post-consolidation operation is experienced, the precise annual amount of synergy 

savings is difficult to quanti@. 

Q 29 

A 29 Yes it does. 

Does this conclude your direct testimony? 

PHX/NJAMES/1046482. U73244.021 
12949: 128061 .I 

-9- 



1 



- 
S Z B  g.5 
g .E m 

nu) 

- 
m u r  .- o m  

A ‘“ E .E g z  
U 

A m  % & &  
t C  3 . E  

S L G  
- v  0 > 

n 

TI o u r  
- 8  & 0 - m r ; ; . ;  

gg; 
a 

t. I\- 

-- 
m 

9 

(D 

2 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0  0 0 

(\I 
TJ .--: 

+ - %  
0 am 

m -  urn 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0  0 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0  0 0 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0  0 0 

N 

3 

2 

a- 
m m 

0 
0 

ii 
r 



1 '  . 

m m 
0. 

m 
r 
r- 

m m 

m 
N x m 

(0 N 
o? 

0 

2 x x 
N 

0) N 

0 d 
9 

u) 
0 

> 
m 
.- 

x 
P 
c x 
m 

N 

U 
- E  

+%I 

a 

m -  
Q a  

0 0 0  0 0 0 0  0 0 0  0 0  0 0 0  0 0 0 0 0 0 0 0 0 0  0 0 0  0 

10 0 0 0 0 0 0 0 0 0 0 I 0 0 0  0 0 0 0  0 0 0  0 0  0 0 0  0 0 0 0 0 0 0 0 0 0  0 0 0  0 

- a l  

o c  p a l s  
2 t E g  
- s o x  w 

m 
N. 

&i 

0 

W 

. h 

r 



0 

Lo m 
.- > 
v) 
). 

P 
C ). 
v) 

c 

a 
E c 
E) 2 
C 

.- c1 
UI 
E) 
U 

.- 

.- 

8 

> s 

0 
? 
E 
m . 



Cumulative Synergy Savings - A  I , " '  Ariz-Citz Synergy Model Arizona-American 

Synergy Analysis - Customer Rate Impact Viewpoint 

Year 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

TOTAL 

I N PV 

311 7/00 

Synergy 
Savings 

1,715,462 
4,052,954 
5,244,15E 
6,415,847 
7,574,41 2 
8,713,49C 
9,865,12E 

11,033,455 
12,201,342 
13,369,312 
14,536,81 E 
15,701,214 
16,865,774 
18,025,666 
19,183,937 
20,335,49E 
21,480,l I? 
22,618,376 
23,746,68E 
24,863,23E 
25,967,972 
27,056,564 
28,127,372 
29,177,42E 
30,202,354 
31,198,346 
32,162,107 
33,088,77E 
33,971,87E 
34,806,21 i 
35,583,822 
36,297,82C 
36,939,321 
37,497,34( 
37,960,55< 
38,317,26f 
38,552,112 
38,650,92f 
38,592,49: 
38,358,262 

960.051.831 

Acquisition 
Adjustment 

Revenue Req. 
4,050,00( 
7,985,OOC 
7,772,OOC 
7,559,OOC 
7,348,OOC 
7,137,OOC 
6,926,OOC 
6,717,00( 
6,508,OOC 
6,300,OOC 
6,093,OOC 
5,888,OOC 
5,684,OOC 
5,481 ,OOC 
5,281 ,OOC 
5,136,OOC 
5,103,OOC 
5,126,OOC 
5,152,OOC 
5,181 ,OOC 
5,212,OOC 
5,248,OOC 
5,289,OOC 
5,333,OOC 
5,382,OOC 
5,437,00( 
5,499,00( 
5,567,00( 
5,644,00( 
5,728,00( 
5,823,00( 
5,929,00( 
6,046,00( 
6,176,00( 
6,323,00( 
6,484,00( 
6,665,00( 
6,867,00( 
7,090,00( 
7,340,00( 

241,509,00( 

70,751,771 160.631.68' 

TAB 1 
Page 4 

(3) 

Synergy 
Cumulative 

Savings- 
Company 

-2,334.53i 
-6,266,582 
-8,794,42L 
-9,937,57i 
-9,711,16E 
-8,134,66€ 
-5,195,53E 

-879,082 
4,814,25E 

11,883,571 
20,327,386 
30,140,591 
41,322,372 
53,867,03E 
67,769,975 
82,969,474 
99 I 346,587 

1 16,838,96: 
135,433,65; 
155,115,891 
175,871,861 
197,680,421 
220,518,801 
244,363,23( 
269,183,581 
294,944,93( 
321,608,03i 
349,129,81; 
377,457,68i 
406,535,90L 
436,296,721 
466,665,541 
497,558,87f 
528,880,21f 
560,517,77~ 
592,351,03! 
624,238,15' 
656,022,07! 
687,524,57: 
718,542,83~ 

7 1 8.542.83~ 

89,879,90: 
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